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ECONOMIC REPORT
OF THE PRESIDENT






ECONOMIC REPORT OF THE PRESIDENT

To the Congress of the United States:

Over the past 6 years of economic expansion, the American economy
has proven its strength and resilience. Job creation grew uninterrupted for
a record period of time, inflation remains moderate, unemployment is low,
and productivity continues to grow. The economy is built upon a strong
foundation, with deep and sophisticated capital markets, flexible labor
markets, low taxes, and open trade and investment policies.

Americans should be confident about the long-term strength of our
economy, but our economy is undergoing a period of uncertainty, and there
are heightened risks to our near-term economic growth. To insure against
these risks, I called upon the Congress to enact a growth package that is
simple, temporary, and effective in keeping our economy growing and our
people working,.

There is more we should do to strengthen our economy. First, we must
keep taxes low. Unless the Congress acts, most of the tax relief that we have
delivered over the past 7 years will be taken away and 116 million American
taxpayers will see their taxes rise by an average of $1,800. The tax relief of
the past few years has been a key factor in promoting economic growth and
job creation and it should be made permanent. We must also work together
to tackle unfunded obligations in entitlement programs such as Social
Security, Medicare, and Medicaid. I have laid out a detailed plan in my
Budget to restrain spending, cut earmarks, and balance the budget by 2012
without raising taxes.

Second, we must trust Americans with the responsibility of homeowner-
ship and empower them to weather turbulent times in the market. My
Administration has acted aggressively to help credit-worthy homeowners
avoid foreclosure. We launched a new initiative called FHASecure to help
families refinance their homes. I signed legislation to protect families from
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higher taxes when lenders forgive a portion of their home mortgage debt.
We have also brought together the HOPE NOW alliance, which is helping
many struggling homeowners avoid foreclosure by facilitating the refinancing
and modification of mortgages. The Congress can do more to help American
families keep their homes by passing legislation to reform Freddie Mac and
Fannie Mae, modernize the Federal Housing Administration, and allow
State housing agencies to issue tax-free bonds to help homeowners refinance
their mortgages.

Third, we must continue opening new markets for trade and investment.
We have an unprecedented opportunity to reduce barriers to global trade
and investment through a successful Doha round. The Congress should
also approve our pending free trade agreements. I thank the Congress for
its approval of a good agreement with Peru, and ask for the approval of
agreements with Colombia, Panama, and South Korea. These agreements
will benefit our economy by providing greater access for our exports and
supporting good jobs for American workers, and they will promote America’s
strategic interests. I have asked the Congress to reauthorize and reform trade
adjustment assistance so that we can help those workers who are displaced by
trade to learn new skills and find new jobs.

Fourth, we must make health care more affordable and accessible for all
Americans. I have proposed changes in the tax code that would end the bias
against those who do not receive health insurance through their employer and
would make it easier for many uninsured Americans to obtain insurance. This
reform would put private health care coverage within reach for millions. My
Budget also improves access to health care by increasing the power of small
employers, civic groups, and community organizations to negotiate lower-
priced health premiums. These policies would encourage competition among
health plans across State lines, help reduce frivolous lawsuits that increase
patients’ costs, and promote the use of health savings accounts.

Fifth, we must increase our energy security and confront climate change.
Last year, I proposed an ambitious plan to reduce U.S. dependence on oil
and help cut the growth of greenhouse gas emissions. I am pleased that the
Congress responded, and I was able to sign into law a bill that will increase fuel
economy and the use of alternative fuels, as well as set new efficiency mandates
on appliances, light bulbs, and Federal Government operations. In my State of
the Union Message, I proposed that we take the next steps to accelerate techno-
logical breakthroughs by funding new technologies to generate coal power that
captures carbon emissions, advance emissions-free nuclear power; and invest
in advanced battery technology and renewable energy. I am also committing
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$2 billion to a new international clean technology fund that will help
developing nations make greater use of clean energy sources. Additionally,
my Budget proposes to protect the economy against oil supply disruptions by
doubling the capacity of the Strategic Petroleum Reserve.

Finally, a strong and vibrant education system is vital to maintaining our
Nation’s competitive edge and extending economic opportunity to every
citizen. Six years ago, we came together to pass the No Child Left Behind
Act, and no one can deny its results. Now we must work together to increase
accountability, add flexibility for States and districts, reduce the number of
high school dropouts, and provide extra help for struggling schools.

Many of these issues are discussed in the 2008 Annual Report of the
Council of Economic Advisers. The Council has prepared this Report to help
policymakers understand the economic conditions and issues that underlie
my Administration’s policy decisions. By relying on the foundation and
resilience of our economy, trusting the decisions of individuals and markets
and pursuing pro-growth policies, we should have confidence in our prospects
for continued prosperity and economic growth.

THE WHITE HOUSE
FEBRUARY 2008
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LETTER OF TRANSMITTAL

CounciL or Economic ADVISERS
Washington, D.C., February 12, 2008

MR. PRESIDENT:
The Council of Economic Advisers herewith submits its 2008 Annual

Report in accordance with the provisions of the Employment Act of 1946 as
amended by the Full Employment and Balanced Growth Act of 1978.

Sincerely,
G T

Edward P. Lazear

Chairman
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Overview

he U.S. economy retains a solid foundation, even as it faces challenges

ahead. Toward the end of 2007, there were increasingly mixed economic
indicators (see Chapters 1 and 2). Economic growth is expected to continue
in 2008. Most market forecasts suggest a slower pace in the first half of 2008,
followed by strengthened growth in the second half of the year. The inherent
resilience of our economy has enabled it to absorb multiple shocks in recent
years, but the President does not take this growth for granted. Recognizing
the near-term risks of a broader economic slowdown, the President called
on the Congress to enact an economic growth package to protect the health
of our economy and encourage job creation. Much of this Report examines
contributions of pro-growth economic policies and market-based reforms
that can further strengthen our economy and allow more Americans to
benefit from continued economic expansion.

The United States’ commitment to fair and open trade and investment
policies is an important factor in our international competitiveness and
in the dynamic nature of our economy; export performance has played a
notable and growing role in economic growth in recent years (see Chapter
3). Lower tax rates have also contributed to economic performance by easing
the burden on labor and capital and enabling consumers to allocate resources
more efficiently (see Chapter 5). There remains considerable opportunity to
strengthen our economic position by enacting a short-term economic growth
package, and by addressing key challenges in the housing and credit markets,
rising health care costs, infrastructure financing and the need to diversify our
energy portfolios (see Chapters 2, 4, 6, and 7). A mixed economic picture
also underscores the need for accurate measures of economic performance.
Improvements to economic statistics programs could contribute to a greater
understanding of the economy for public policymakers and private decision

makers (see Chapter 8).
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Chapter 1: The Year in Review
and the Years Ahead

Economic expansion continued for the sixth consecutive year in 2007.
This economic growth came despite a weak housing sector, credit tightening,
and high energy prices. Sustained growth has resulted from U.S. economic
flexibility, openness and other pro-growth policies. Projections of weaker
growth in the first half of 2008 and near-term risks of a broader economic
slowdown, however, led the President to call on the Congress to enact a short-
term economic growth package. Chapter 1 reviews the past year and discusses
the Administration’s forecast for the years ahead. The key points are:
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Real GDP posted solid 2.5 percent growth during the four quarters of
2007, similar to the pace of a year earlier. Compared with the preceding
years of the expansion, the continued reorientation of aggregate demand
resulted in more growth from exports and business fixed investment,
while residential investment flipped from contributing positively to GDP
growth from 2003 to 2005 to subtracting from it in 2006 and 2007.
Labor markets were tight in the first half of 2007, but conditions
slackened somewhat in the second half, with job growth slowing and the
unemployment rate edging up to 4.7 percent in the third quarter and to
5.0 percent by December.

Energy prices dominated the movement of overall inflation in the
consumer price index (CPI), with large increases toward the end of the
year. Core consumer inflation (which excludes food and energy inflation)
moved down from 2.6 percent during the 12 months of 2006 to 2.4
percent in 2007. Food prices rose appreciably faster than core prices.
Nominal wage gains of 3.7 percent for production workers were offset
by the unexpected rise in energy prices. These nominal gains, however,
exceeded measures of expected price inflation implying an expectation
of real wage gains during the next several years.

The Administration’s forecast calls for the economic expansion to
continue in 2008, but at a slower pace. Slower growth is anticipated for
the first half of the year, and the average unemployment rate for 2008 is
projected to move up from the 2007 level. In 2009 and 2010, real GDP
growth is projected to grow at 3 percent, while the unemployment rate
is projected to remain stable and below 5 percent.

The contraction of the secondary market for some mortgage securities
and the ensuing write-downs at major financial intermediaries are a new
downside risk to this expansion. As of the end of 2007, however, these
developments had not greatly affected the nonfinancial economy outside
of the housing sector.

Economic Report of the President



Chapter 2: Credit and Housing Markets

In the summer of 2007, the ongoing contraction in the U.S. housing
market worsened and credit markets experienced a substantial disruption.
Chapter 2 reviews the developments in the housing and credit markets, and
describes public and private responses. The key points are:

Rising delinquencies in subprime mortgages revealed an apparent under-
pricing of risk and raised concerns about which market participants were
exposed to that risk, but the subprime market was not the only cause for
the contraction in credit markets.

The Federal Reserve provided liquidity and took measures to support
financial stability in the financial markets in the wake of the disruptions
in the credit markets.

The Administration focused its response on housing markets and helping
homeowners avoid foreclosure—in particular, subprime borrowers
facing increases in the interest rate on their adjustable-rate mortgages.
Participants in the credit and housing markets are actively addressing
challenges that were revealed during the summer of 2007. Markets
are generally better suited than government to adapting to changes
in the economic environment; markets can respond quickly to new
information, while government policy often reacts with a lag or has a
delayed impact.

Financial innovations in the mortgage and credit markets have provided
a range of economic benefits, but not without some costs. Over time,
markets tend to retain valuable innovations and repair or eliminate
flawed innovations.

The macroeconomic effects of the downturn in housing and the credit
market disruptions may occur through several channels, including the
direct effect on residential investment, the reduction of wealth on personal
consumption, and tighter lending standards on business investment.
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Chapter 3: The Causes and Consequences of
Export Growth

One noteworthy development in recent years has been the rapid growth
of U.S. exports. This growth has provided clear benefits to entrepreneurs
and workers in export-oriented industries, and to the economy as a whole.
Chapter 3 identifies the primary factors that have driven recent export growth
and discusses several longer-term trends that have lifted exports over time.
More broadly, the chapter addresses the benefits that flow from open trade
and investment policies as well as some related challenges. The key points of
this chapter are:

* The United States is the world’s largest exporter, with $1.5 trillion in goods
and services exports in 2006. The United States was the top exporter of
services and the second largest exporter of goods, behind only Germany.

* In recent years, factors that have likely contributed to the growth in
exports include rising foreign income, the expansion of production in
the United States, and changes in exchange rates. One reflection of that
growth is that exports accounted for more than a third of U.S. economic
growth during 2006 and 2007.

* Over time, falling tariffs and transport and communication costs have
likely lowered the cost of many U.S. goods in foreign markets, boosting
demand for U.S. exports.

* Open trade and investment policies have increased access to export
markets for U.S. producers. Increased investment across borders by U.S.
companies facilitates exports.

* Greater export opportunities give U.S. producers incentives to innovate
for a worldwide market. Increased innovation and the competition that
comes from trade liberalization help raise the living standard of the
average U.S. citizen.

* Nearly all economists agree that growth in the volume and value of
exports and imports increases the standard of living for the average
individual, but they also agree that the gains from trade are not equally
distributed and that some individuals bear costs. The Administration has
proposed policies to improve training and support to individuals affected
by trade disruption.
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Chapter 4: The Importance of Health and
Health Care

The American health care system is an engine for innovation that develops
and broadly disseminates advanced, life-enhancing treatments and offers
a wide set of choices for consumers of health care. The health care system
provides enormous benefits, but there remain substantial opportunities for
improvements that would reduce costs, increase access, and improve quality,
thus providing even greater health for Americans. Chapter 4 examines the
economics of health and health care. The key points in this chapter are:

* Health can be improved not only through the appropriate consumption
of quality health care services, but also through individual behaviors and
lifestyle choices such as quitting smoking, eating more nutritious foods,
and getting more exercise.

* Health care has enhanced the health of our population; greater efficiency
in the health care system, however, could yield even greater health for
Americans without increasing health care spending.

* Rapid growth in health care costs and access to health insurance continue
to present challenges to the health care system.

* Administration policies focus on reducing cost growth, improving
quality, and expanding access to health insurance through an emphasis
on private sector and market-based solutions.

Chapter 5: Tax Policy

Economists and policymakers have long debated the appropriate role of
the government in a market economy. The government can provide public
services and transfer payments to lower-income individuals, but these benefits
often come at the cost of higher taxes and lower economic output. The key
points in this chapter are:

* The ratio of federal taxation in the United States to gross domestic product
(GDP) has fluctuated around an average value of 18.3 percent over the
past 40 years; despite the President’s 2001 and 2003 tax relief, this ratio
was 18.8 percent in 2007, above the 40-year average. Under current law
revenues are predicted to grow faster than the economy in coming years,
raising the level of taxation well above its historical average.
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Tax reductions in 2001 and 2003 have considerably lowered the
tax burden on labor and capital income and reduced distortions to
economic decisions. Making these tax cuts permanent can greatly
improve long-term economic outcomes.

In addition to contributing to growth, the tax cuts of 2003 also
improved the efficiency of the tax structure primarily by reducing the
double taxation of corporate income.

The business tax structure in the United States still creates substantial
distortions. To attract investment from abroad and compete more
effectively in foreign markets, the United States must consider how best
to address distortions created by the structure of business taxes, as other
countries have done.

Chapter 6: The Nation’s Infrastructure

Our economy depends on infrastructure that allows goods, people,
information, and energy to flow throughout the nation. As our economy
grows and our infrastructure faces growing demand, policy should support
investments that ensure that existing capacity is used as efficiently as possible.
Chapter 6 discusses some of the economic issues associated with major
transportation, communication, and power transmission systems. The key
points in this chapter are:
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Infrastructure typically requires large capital investments to build and
maintain capacity. Once built, however, the cost of allowing an extra
person to use the capacity is typically low. This often means that
infrastructure cannot be provided efficiently by a competitive market
and many types of infrastructure are instead provided by Government-
regulated companies or, in some cases, by the Government itself.
Demands on the U.S. infrastructure grow as the economy expands, and
Government policies often determine how effectively infrastructure can
accommodate that growth. Properly designed user fees can help ensure
efficiency by revealing information about what infrastructure consumers
value most.

The price people pay for using infrastructure should reflect the extra
cost associated with its use. This includes the cost of maintaining the
infrastructure itself, as well as delays caused by increased congestion.
The private sector plays an important role in providing infrastructure.
However, lack of competition in markets for infrastructure raises
concerns about market power, so that Government oversight is
sometimes necessary. The Government must continually reassess the
need for oversight in the face of changing market conditions.
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Chapter 7: Searching for Alternative
Energy Solutions

Energy is used for many purposes in our economy: electricity genera-
tion, transportation, industrial production, and direct uses by homes and
businesses. Energy security and environmental concerns motivate the consid-
eration of policies that diversify our sources of energy. Chapter 7 outlines
options for changing the way we produce and consume energy in two sectors
of our economy: electricity generation and transportation. The key points in
this chapter are:

* The current suite of available alternative energy sources is an important
part of achieving our goal, but a number of technical, regulatory, and
economic hurdles must be overcome to use them fully.

e There are several promising, but currently unproven, methods of
producing and delivering energy that, if successfully developed and
deployed, will greatly enhance our Nation’s energy portfolio.

* Appropriate and limited government action can play a useful role in
helping to realize our energy security goals.

Chapter 8: Improving Economic Statistics

Statistical systems have substantial value for both public policymakers and
private decision makers. Chapter 8 examines several key issues in economic
statistics, including the role of Federal statistical programs in a dynamic
economy, the importance of continuity in statistical series, and ways to
improve the value of existing statistical data.

The key points are:

* Robust statistical systems produce products that are important to under-
standing the changing state of the economy and to formulating sound
policy. But statistical systems, like physical infrastructures, become
obsolete or depreciate with time if they are not maintained.

* Statistical measures must keep up with the changing nature of the
economy to be relevant and useful. For example, it is important that
these measures reflect new and growing industries (such as high-
technology industries or services) and intangible capital (such as research
and development).

* Disruptions in a statistical series render it much less useful to policy-
makers and other data users. Thus, continuity in statistical series is an
important goal.
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* More effective statistical use can be made of existing data. In particular,
amending relevant legislation to enable full implementation of the
Confidential Information Protection and Statistical Efficiency Act
(CIPSEA) could greatly improve the quality of Federal statistics.
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CHAPTEHR 1

The Year in Review and the Years Ahead

he expansion of the U.S economy continued for a sixth consecutive

year in 2007. Economic growth was solid at 2.5 percent during the
four quarters of the year, slightly below the pace during 2006. Payroll job
growth set a record for continuous growth, eclipsing the previous record of
48 months. This economic growth came despite a reorientation of the U.S.
economy away from housing investment and toward exports and investment
in business structures. The persistent tumble in housing investment subtracted
roughly a percentage point from real Gross Domestic Product (GDP) growth
during the four quarters of the year. Although the quarterly pattern of real
GDP was uneven, with strong growth in the second and third quarters and
weak growth in the first and fourth quarters, much of the quarter-to-quarter
variation can be attributed to net exports, a volatile component of GDP. In
the wake of mounting problems with the performance of subprime (defined
as higher risk) mortgages, financial markets from August onward were
unsettled because of concerns about the risk entailed in holding some types
of mortgage-backed securities, as well as fears about the financial health of
some firms and the possibility of contagion to the nonfinancial economy. To
insure against the downside risks from these financial and housing-related
developments, the President called for an economic growth package to boost
consumption, business investment, and labor demand.

The core CPI (consumer prices excluding food and energy) as well as the
price index for GDP (covering everything produced in the United States)
suggested that inflation had moved lower and into the moderate range by
the end of 2007. Food price inflation climbed, however, while energy prices
jumped toward the end of the year. In response to these output and inflation
developments, the Federal Reserve held the Federal funds rate flat through
August. The Federal Reserve then lowered its policy rate by a percentage
point from September through December and another 1% percentage point
in January to ease liquidity concerns in financial markets disturbed by the
mortgage market tumble, and to bolster real activity. The Federal Reserve also
took other liquidity-enhancing measures, including cutting the discount rate
at which it lends to banks, and initiating a new auction approach to provide
collateralized loans to banks.

This chapter reviews the economic developments of 2007 and discusses
the Administration’s forecast for the years ahead. The key points of this
chapter are:
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Real GDP posted solid 2.5 percent growth during the four quarters of
2007, similar to the pace of a year earlier. The reorientation of aggre-
gate demand that began in 2006 continued in 2007. Compared with
the preceding years of the expansion, this reorientation included more
growth from exports and business fixed investment, while residential
investment flipped from contributing positively to GDP growth from
2003 to 2005 to subtracting from it in 2006 and 2007.

Labor markets were tight in the first half of 2007 with job growth
averaging 107,000 per month and the jobless rate at 4.5 percent. Labor
market conditions slackened somewhat in the second half, with job
growth slowing to 82,000 per month and the unemployment rate edging
up to 4.7 percent in the third quarter and to 5.0 percent by December.
Energy prices, which tend to be volatile, dominated the movement of
overall inflation in the consumer price index (CPI), with large increases
toward the end of the year. Core consumer inflation (which excludes
food and energy inflation) moved down from 2.6 percent during the
12 months of 2006 to 2.4 percent in 2007. Food prices rose appreciably
faster than core prices.

Nominal wage gains of 3.7 percent for production workers were offset
by the unexpected rise in energy prices. These nominal gains, however,
exceeded measures of expected price inflation such as those from the
market for the Department of Treasury’s inflation-protected securities,
about 2.2 percent. As a consequence, the pace of nominal wage increases
implies an expectation of real wage gains during the next several years.
In the long run, real wages tend to increase with labor productivity.
The Administration’s forecast calls for the economic expansion to
continue in 2008, but at a slower pace than in the earlier years of this
expansion. Slower growth is anticipated for the first half of the year,
and the average unemployment rate for 2008 is projected to move up
from the 2007 level. In 2009 and 2010 real GDP growth is projected at
3 percent, thereafter slowing, while the unemployment rate is projected
to remain stable and below 5 percent in the 2009-10 period.

The contraction of the secondary market for some mortgage securities
and the ensuing write-downs at major financial intermediaries are a new
downside risk to this expansion. As of the end of 2007, however, these
developments had not greatly affected the nonfinancial economy outside
of the housing sector (which had already been in decline for a year or so
before the onset of the mortgage financing problems).

To insure against the downside risks from these new financial develop-
ments, the President proposed tax relief and changes to depreciation
schedules that reduce the cost of business investment. The policy
changes are expected to boost real GDP growth and job creation.
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Developments in 2007 and the
Near-Term Outlook

The economy went through a period of rebalancing that began in 2006
and extended into 2007, with faster growth in business structures investment
and exports offsetting pronounced declines in homebuilding, while consumer
spending growth edged lower.

Consumer Spending and Saving

Real consumer spending slowed to a 2.5 percent growth rate during the
four quarters of 2007, somewhat below the growth rates during the preceding
4 years of expansion and below the average rates of the preceding 30 years.
Nominal consumer spending (that is consumer spending without adjusting
for inflation) pulled back from its 16-year pattern of rising faster than dispos-
able income, and the personal saving rate for the year as a whole ticked up
from 0.4 to 0.5 percent. Factors that had pushed down the saving rate during
recent years shifted into neutral: the wealth-to-income ratio plateaued and
the unemployment rate (which is related to consumer confidence) stopped
falling. Energy costs rose rapidly, but consumers continued to purchase
similar quantities of energy, which kept the personal saving rate low. The
general decline in the personal saving rate during the past 5 years (despite the
uptick in 2007) continued a long-term trend that began in the 1980s.

Energy Expenditures

World demand for crude oil increased by 5.5 million barrels per day to
85 million barrels per day between 2003 and the first three quarters of 2007.
The United States accounted for only a fraction (0.7 million barrels per day)
of this increase, while demand in other OECD countries generally fell. (The
OECD, or Organization for Economic Cooperation and Development,
comprises 30 key developed economies.) The increase in non-OECD
demand totaled 5.3 million barrels per day, with China’s per-day consump-
tion alone growing by 2.0 million barrels. In the face of this increase in world
oil demand, consumers paid higher prices to maintain their consumption.

Crude oil prices rose again in 2007. The spot price for West Texas
Intermediate (a benchmark variety of crude oil) rose to an average of $91
per barrel in the fourth quarter from an average of $66 per barrel in 2006.
The price of natural gas, which rose sharply in 2005, then fell during 20006,
was little changed on balance in 2007, while electricity prices continued their
upward trend.

With the rise in energy prices, the share of energy in total purchases rose
sharply. From 2003 to 2007, consumer energy prices increased 41 percent
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relative to non-energy prices, while real consumption of energy per household
fell only 3 percent (according to data from the National Income and Product
Accounts). As a result, energy expenditures, which were about 5 percent of
consumer purchases in 2003, rose to 6 percent of consumer purchases in 2006
and 2007. Between 2004 and 2006, consumers appear to have maintained
both energy and nonenergy consumption by reducing their personal saving,
which by 2007 (although up from 2006) averaged only 0.5 percent of dispos-
able personal income. This continued rapid rise in energy prices suggests that
consumers’ adaptation to these prices remains unfinished. Consumers have
chosen to respond to the energy-price shock by using savings to buffer some
of its effects, but this response is probably temporary.

Wealth Effects on Consumption and Saving

Household wealth rose rapidly relative to disposable personal income
from 2002 through the second quarter of 2007, supporting the growth of
consumption and a decline in the saving rate. Over the 2002-07 period, the
ratio of household wealth to annual-income increased 0.7 years, to 5.7 years of
accumulated income (that is, consumers collectively accumulated an extra 70
percent of a years” income). During the late 1990s and again during 200406,
a strong rise in household net worth coincided with a sizable increase in
consumer spending relative to disposable personal income (Chart 1-1).

Chart 1-1 Consumption and Net Worth Relative to Disposable Personal Income (DPI)
Consumption gains from 2004 to 2006 were partly supported by an increase in net worth (wealth).
In 2007, wealth grew only as fast as income as housing wealth was held down by flat house prices.
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Unlike recent years, however, the 2007 gains did not reflect large increases
in housing wealth (net of mortgage debt), which peaked—relative to
income—in the first half of 2006, and has edged lower since (see Chart
1-1). The housing price rise of 1.8 percent during the year that ended with
the third quarter of 2007 was a substantial deceleration from the 11 percent
annual rate during the 3 preceding years and was less than the growth of
income. Stock-market wealth rose during the four quarters through the third
quarter of 2007 (the most recent wealth data) and accounted for all of the
four-quarter gain. By the third quarter of 2007, the overall wealth-to-income
ratio was well above its 50-year average.

Projected Consumer Spending

Looking ahead, the path of consumer spending is projected to reflect the
recent flattening of the wealth-to-income ratio. Real consumer spending
during the four quarters of 2008 is expected to grow 2.1 percent, down
from an average of about 3 percent during the past 3 years. This projected
rate is less than the projected 2008 growth of real disposable personal income
(household income less taxes, adjusted for inflation), and so the saving rate
is forecasted to continue edging up in 2008. After that, real consumption is
projected to increase at about the same pace as real GDP and real income.

Housing Prices

Nationally, nominal house price appreciation slowed to a crawl in 2007,
and house prices fell when corrected for inflation. An inflation-adjusted
version of the housing price index (the nominal version of which is compiled
by the Office of Federal Housing Enterprise Oversight (OFHEO) from home
sales and appraisals during refinancing) increased at an average annual rate of
6.3 percent from 2000 to 2005. It then slowed to 4.0 percent during the four
quarters of 20006, and declined at a 3.2 percent annual rate during the first
three quarters of 2007. (These inflation-adjusted prices are deflated by the
consumer price index.) The homes covered by this OFHEO-created housing
price index are those which are financed or refinanced by one of the govern-
ment-sponsored housing enterprises and must therefore have mortgages
below the conforming loan limit (currently $417,000). Another relevant
measure of home prices (the S&P/Case-Shiller Index), has fallen 6.7 percent
in real terms during the year that ended with the third quarter of 2007; this
index covers a smaller portion of the country than the OFHEO measure but
is more comprehensive with regard to homes with large mortgages.

The deceleration of housing prices along with falling standards for
subprime mortgages in 2005 and 2006 has led to a rising delinquency rate for
subprime adjustable-rate mortgages (where the rate on the mortgages resets
after an initial period), which severely disrupted the secondary market for
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nonconforming mortgages in 2007. In contrast, the market for conforming
mortgages continued to function well. (Conforming loans must meet certain
loan-to-value and documentation requirements in addition to being below
the conforming loan limit.) See Chapter 2, “Credit and Housing Markets”
for a more extensive analysis.

Residential Investment

Every major measure of housing activity dropped sharply during 2006 and
2007, and the drop in real residential construction was steeper than antici-
pated in last year’s Reporz. Housing starts (the initiation of a homebuilding
project), new building permits, and new home sales have fallen more than
40 percent since their annual peaks in 2005. The drop in home-construction
activity subtracted an average of almost 1 percentage point at an annual rate
from real GDP growth during the last three quarters of 2006 and the four
quarters of 2007. Furthermore, even if housing starts level off at their current
pace, lags between the beginning and completion of a construction project
imply that residential investment will subtract from GDP growth during the
first half of 2008.

During 2007, as in 2006, employment in residential construction fell, as
did production of construction materials and products associated with new
home sales (such as furniture, large appliances, and carpeting). Yet despite
these housing sector declines, the overall economy continued to expand (see

Box 1-1).

Box 1-1: Indirect Effects of the Housing Sector

Thus far, the sharp drop in homebuilding has not prevented robust
activity outside of the housing sector. Employment fell in sectors related
to new home construction and housing sales. Despite these repercus-
sions, overall payroll employment continued to increase, and real
consumer spending continued to move upward through the end of 2007.
The unemployment rate, however, increased, by 0.6 percentage point
during the 12 months of the year.

Although residential investment fell sharply, real GDP growth during
2007 was sustained by increases in other forms of investment. As
shown in the chart below, private and public nominal nonresidential
construction (that is, construction of office buildings, shopping centers,
factories, and other business structures) grew rapidly during the year.

continued on the next page
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Box 1-1 — continued

Nonresidential construction draws from some of the same resources
(such as construction labor and materials) as the residential construction
sector. The high level of residential investment during the past couple of
years may have limited the growth of investment in nonresidential struc-
tures. While the case for housing crowding out other sectors is strongest
for nonresidential investment, residential investment competes with all
other sectors of production in credit and labor markets. A drop in the
share of the economy engaged in housing could provide some room for
other sectors to grow.

Construction

Although private residential construction has fallen sharply from its peak, nonresidential investment
continues to grow and absorb some of the resources formerly used in the residential sector.
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The housing market could also affect the rest of the economy through
the wealth channel. That is, declines in housing prices could reduce
household net worth and thereby reduce consumption. The increase in
housing prices during 2000-2005 contributed noticeably to the gain in
the ratio of household wealth to income (shown earlier in Chart 1-1) and
supported growth in consumer spending. In contrast, gains in housing
wealth came to a virtual halt during 2007.
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In addition to incomes and mortgage rates, the number of homes built is
underpinned by demographics. Homebuilding during 2004 and 2005 aver-
aged about 2.0 million units per year, in excess of the 1.8- or 1.9-million
unit annual pace of housing starts that would be consistent with some
demographic models for a decade-long period, leading to an excess supply of
houses on the market. More recently, the 1.2 million unit pace during the
fourth quarter of 2007 is well below this long-term demographic target. The
pace of homebuilding has now been below this level for long enough that the
above-trend production of 2004 and 2005 has been offset by the more recent
below-trend production. Yet the construction of new homes continued to fall
rapidly through year-end 2007, with the undershooting possibly reflecting
uncertain prospects for house prices as well as elevated inventories of unsold
new and existing homes. Once prices become firm and inventories return
to normal levels, home construction should rebound, but it is difficult to
pinpoint when this will occur. The residential sector is not expected to make
positive contributions to real GDP growth until 2009.

Business Fixed Investment

During the four quarters of 2007 real business investment in equipment
and software (that is, measured at constant prices) grew 3.7 percent, a bit
faster than the 2006 pace but notably slower than the 8 percent average
pace during the 3 preceding years. Its fastest-growing components during
2007 included computers, software, and communication equipment while
investment in industrial equipment grew slowly. Transportation equipment,
however, fell substantially due to environmental regulations (on particulate
matter emissions issued in 2000 but effective in 2007) that raised truck prices
in 2007 and led trucking firms to advance heavy truck purchases into 2006
from 2007.

In contrast to residential investment, real business investment in nonresi-
dential structures grew at a strong 16 percent annual rate over the four
quarters of 2007. The gains during 2007 were the second consecutive year
of strong growth, which was a marked reversal from the declines during the
period from 2001 to 2005. Nearly 70 percent of total growth in nonresi-
dential structures was accounted for by office buildings, lodging facilities,
power facilities, and petroleum and natural gas exploration and wells. This
sector maintained its ability to borrow funds needed for construction, as net
borrowing for nonfinancial corporate commercial mortgages rose 6.5 percent
at an annual rate during the first three quarters of 2007.

One risk to the near-term investment forecast is that the recent turmoil in
the market for mortgage-backed securities may somehow reduce the funds
available for business investment. Most new investment—at least for the
corporate sector as a whole—is being financed with internally generated funds
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for new investment (undistributed profits plus depreciation, also known as
cash flow) which were at normal levels through the third quarter of 2007. As
for the amount that nonfinancial firms must borrow to finance investment
(the financing gap), the flows showed no shortfall, at least through the third
quarter of 2007 (Chart 1-2). A shortage of investment funds, though possible,
appears unlikely. Corporations have been able to finance investment directly
through the bond market without penalty as interest rates on 10-year high-
grade corporate bonds in the second half of 2007 were little different from
the first half of the year. Nevertheless the market for investment funds merits
close attention as yields on lower-grade corporate bonds have edged up, the
number of newly announced leveraged buyouts have fallen sharply, and the
October survey of senior loan officers reported tighter lending standards for
loans to large and small companies.

Business investment growth is projected to remain solid in 2008, although
probably below the 7%2 percent growth rate during the four quarters of
2007. Continued growth in output combined with a tight labor market is
expected to maintain strong demand for new capital. In the longer run, real
business investment is projected to grow slightly above the growth rate of
real GDP.

Chart 1-2 Net Debt Issuance

Evidence suggests that the nonfinancial business sector has had no problems borrowing funds through
2007:Q3.
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Business Inventories

Inventory investment was volatile during the past year or so and had a
noticeable influence on quarter-to-quarter fluctuations in real GDP, espe-
cially the weakness in the first and fourth quarters and the strength in the
third quarter. Inventories of motor vehicles on dealer lots and in transit were
an important contributor to these fluctuations as they were liquidated during
the first half of 2007, and built up in the third quarter before being liquidated
again in the fourth quarter. Real nonfarm inventories grew at only an average
0.2 percent annual pace during 2007, a growth rate that is well below the pace
of real GDP growth over the same period. Coming off a long-term decline,
the inventory-to-sales ratio for manufacturing and trade (in current dollars)
rose in late 2006 before being reduced sharply in 2007.

Manufacturing and trade inventories appear to be roughly in line with
sales as of November 2007 and do not appear to require dramatic swings in
production. Inventory investment is projected to be fairly stable during the
next several years, as is generally the case for periods of stable growth. The
overall inventory-to-sales ratio is expected to continue trending lower.

Government Purchases

Real Federal consumption and gross investment grew 1.6 percent during
2007, a slowdown from the 2006 pace. Quarterly fluctuations in this
spending category were considerable, with nearly all the volatility due to the
defense component. Defense spending plunged in the first quarter of 2007
but grew rapidly during the second and third quarters of the year.

The defense appropriations act for fiscal year (FY) 2007 provided
$70 billion for operations in Afghanistan and Iraq. The FY 2007 supple-
mental appropriation for defense provided an additional $107 billion for
ongoing operations in Afghanistan and Iraq. Another $70 billion in emer-
gency funding for FY 2008 was provided in the consolidated appropriations
act. The first continuing resolution for FY 2008 and the defense appropria-
tions act for FY 2008 provided $17 billion for mine-resistant vehicles and
other funding for Afghanistan and Iraq. Another supplemental appropriation
for operations in Afghanistan and Iraq is likely for FY 2008.

Nominal Federal revenues grew 12 percent in FY 2006 and 7 percent in
FY 2007. These rapid growth rates exceeded growth in outlays and GDP as a
whole, and the U.S. fiscal deficit as a share of GDP shrank from 3.6 percent
in FY 2004, to 1.9 percent in FY 20006, to 1.2 percent in FY 2007.

Real State and local government purchases rose 3 percent during 2007,
the second consecutive year of moderate growth. This followed 3 years of
little change. In the wake of the 2001 recession, this sector fell sharply into
deficit in 2002. Revenues began to recover in 2003, and the sector was out of
deficit by 2005, allowing for an increase in state and local consumption and
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investment in 2006 and 2007. This pattern of delayed response to downturns
resembles the pattern during the business-cycle recovery of the 1990s.

The State and local government sector slipped into a small deficit over
the first three quarters of 2007 reflecting strong growth in outlays that were
not matched by an increase in revenues. In 2008, only slow growth can be
anticipated for this sector’s consumption and gross investment because of
decelerating housing prices and their effects on property tax receipts—which
comprise about 20 percent of this sector’s revenues.

Exports and Imports

Real exports of goods and services grew 8 percent during the four quarters
2007, the fourth year of annual growth in excess of 7 percent. The pace of
export expansion reflects rapid growth among our trading partners, expanded
domestic production capacity, and changes in the terms of trade associated
with exchange rate trends between 2002 and 2006 that made American goods
cheaper relative to those of some other countries (Chapter 3 analyzes recent
export growth in greater detail). Real GDP among our advanced-economy
trading partners (that is, the other 29 member countries of the OECD) is
estimated to have grown at rates of 3.3 and 2.7 percent during the four
quarters of 2006 and 2007, respectively, after growing at an average pace of
2.4 percent during the preceding 3 years. In addition, the economies of some
of our major emerging-market trading partners such as China, Singapore,
and India are growing at rates of 8 to 11 percent per year, although these
countries receive only about 8 percent of our exports. The OECD projects
that real GDP among our advanced-economy trading partners will slow to
a still-solid 2.4 percent growth rate during the four quarters of 2008. The
International Monetary Fund projects that real GDP among the group of
emerging market economies will slow to a still-strong 7.4 percent growth rate
for 2008 as a whole.

The fastest growth in U.S. goods and services exports was to India, but
exports to China, Africa, and the Middle East also grew rapidly. Despite
the rapid growth of exports to these emerging economies, the European
Union (EU) remains the major overseas export destination, consuming over
25 percent of our exports. By country, Canada accounts for the largest share
of U.S. exports, at over 19 percent.

Real imports grew 1.4 percent annual rate during 2007, the slowest pace
since 2001. Real imports of nonpetroleum goods grew 1.2 percent during
2007, also the slowest rate of increase since 2001. Real petroleum imports
have edged up 2.5 percent during 2007, while nominal imports surged
49 percent due to rising oil prices. The rise in oil prices has been less of a drag
on the U.S. economy than similar rises have been because it has been offset
by the strong growth in foreign economies, which has boosted U.S. exports.
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Indeed, the growth in foreign economies is what has largely induced the
multi-year increase in oil prices (Box 1-2).

Box 1-2: Macroeconomic Effects When Qil Price Increases Are
Induced by Foreign Demand

The cost of imported crude oil increased nearly $40 per barrel from
2003 to 2007, the largest dollar increase on record. Earlier price increases
in 1973, 1979, and 1990 were followed by recessions, a development
that has not occurred during the current episode. What has happened
recently that has allowed the United States to maintain strong growth in
the face of this price surge?

Economic growth outside the United States increased about 2.1
percentage p